STATE BOARD OF EQUALIZATION
Sales and Use Tax Program
TAX GAP PROPOSAL
Fiscal Years 2008-11

A. Nature of Request

This proposal requests positions and funding to address California's estimated $2 billion sales
and use tax gap. The proposal takes a comprehensive approach at improving compliance on
taxes owed in the three main components of the tax gap: $1.2 billion related to use tax, $450
million related to non-filers and tax evaders, and $400 million related to registered taxpayers.
The proposal addresses the gap using cost-effective, fair and efficient methods. The tax gap
proposal is built upon a foundation of:

promoting voluntary compliance through education and outreach,
implementing new programs,

improving current programs, and

augmenting staff to adequately address these efforts.

The likelihood of success is improved by addressing each of the following tax gap components as
a group, rather than as separate and disconnected proposals. This BCP breaks down the
proposed efforts into eight separate proposals under the three main segments of non-
compliance.

Use Tax
1. In-State Service Businesses
2. Individual Consumers

Non-Filers and Tax Evaders
3. Internet Sales
4. ltinerant Vendors
5. Cash Based Businesses

Reqistered Taxpayers
6. Audit Program Improvements
7. Collection Program Improvements
8. Expanded Bankruptcy and Out-of-State Collections

Undertaking these proposals’ beginning in Fiscal Year (FY) 2008-09 will enable the Board of
Equalization (BOE) to begin addressing the growing tax gap compliance problem beyond current
budgeted level. These efforts will generate revenue in the short-term as well as enhance overall
voluntary tax compliance in the long-term.

! The Statewide Business Licenses Inspection Program and the Customs Program also address tax gap components and are funded
under separate BCPs.
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BOE estimates these tax gap enforcement efforts will produce revenue benefits of $41.8 million
at a total cost of $14,524,000 (2.9:1) which includes 145 additional positions in FY 2008-09, with
revenues increasing to $73.9 million at a total cost of $23,693,000 (3.1:1) which includes 270.5
additional positions in FY 2009-10, and approximately $89 million at a total cost of $22,204,000
(4:1) which includes 270.5 additional positions in FY 2010-11 (see Exhibit I).  The BOE estimates
that the program will continue to generate additional revenues at the FY 2010-11 levels in
subsequent years. For all three years (FY 2008/09 to 2010/11), the total revenue is $207.7
million, costs are $60.2 million and additional positions are 270.5 for this tax gap proposal.

. Background/History

The tax gap is defined as the difference between what is owed and what is paid. California’s
sales tax gap is estimated at $2 billion. The estimated gap does not include those revenues lost
to unknown illegal activities, nor does the estimate include other taxes/fees administered by the
BOE, or taxes administered by the Employment Development Department (EDD) or Franchise
Tax Board (FTB).

Revenue agencies historically have addressed tax cheating, non-filing and erroneous filing
through a variety of program activities funded according to a “return-on-investment” methodology.
For example, a $5:$1 benefit-to-cost ratio (BCR) traditionally has been the measurement to use
when considering the expansion of BOE’s existing compliance programs. While this approach
correctly attributes short-term revenue associated with a specific business activity, such as
auditing tax returns, it does not reflect the longer term benefits that result from undertaking a
comprehensive set of compliance activities such as the programs described in this BCP. These
benefits consist of increased voluntary compliance on the part of individual and business. entity
taxpayers who, once they have been made aware of their tax obligations, will choose to file
accurately and pay what they owe in the future, rather than join the ranks of those who fail to file
and pay or those who misreport sales.

The following factors also should be considered in evaluating the intended fiscal and policy
outcomes intended by this BCP:

e The BCR approach only takes into consideration revenue associated with a specific business
activity, such as auditing tax returns, over a relatively short-term period.

¢ The BCR does not reflect longer-term benefits that result from undertaking a “holistic” set of
compliance activities such as the programs described in our BCP.

e The BCR approach does not measure benefits associated with increased voluntary
compliance on the part of individual and business entity taxpayers who will choose to file
accurately and pay what they owe in the future, rather than join the ranks of those who fail to
file and pay or those who intentionally misreport sales.

Historically, BOE has not attempted to estimate revenue associated with increases in voluntary
compliance resulting from enforcement measures. Such measurement is difficult to “baseline.”
However, there have been some estimates related to the income tax. For example, FTB
submitted a FY 05/06 BCP that indicated revenue for one measure, the use of escrow/title
company information to identify payments made to real estate brokers to result in $1.3 million
(when fully implemented) and an increase in voluntary compliance as estimated to be at least
$10 million. This 10 to 1 ratio is a reasonable estimate related to improved voluntary compliance
for sales and use tax matters.
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Implementing the tax gap enforcement measures described in this BCP will produce new
revenue and will accelerate revenue. But more importantly, these measures will cause taxpayer
behavioral changes and improve self-compliance over the long term — resulting in revenue
collected in the most cost effective process. Although staff continuously strives to improve
taxpayer compliance, BOE will likely not discover any significant portion of the tax gap revenue
owed to the State of California unless it undertakes new tax gap programs such as those
proposed in this BCP.

Informing the public of these new efforts and providing information to increase understanding of
tax obligations through the media, industry groups, and tax professionals will help the proposed
efforts have a much broader impact on taxpayer behavior than the result of a single enforcement
action on an individual taxpayer. Providing the education necessary to maximize voluntary
compliance, changing the attitudes and behavior of taxpayers who cheat or are considering
cheating, and reassuring honest taxpayers that they are doing the right thing requires vigorous
enforcement of the tax laws and notification to taxpayers that they will get caught and face
consequences if they cheat. Enforcement efforts lose their effectiveness if only a few taxpayers
know that BOE has strengthened its programs. Therefore, closely tied to this proposal, is an
education and publicity element.

Education and publicity will:

e Provide the information and tools necessary to allow those that are willing to comply, the
ability to do so.

e Encourage future self-compliance by taxpayers who are currently circumventing their tax
obligations.

o Deter others who are considering noncompliance.
Reassure compliant taxpayers that paying their fair share is the right thing to do.

Special attention has been made in developing these proposals to minimize new burdens placed
on our current law abiding businesses. Nevertheless, BOE recognizes that additional burdens
may be imposed on a few industry groups if enforcing current third-party reporting requirements
and legislating new third-party reporting requirements are implemented. Staff will only request
relevant, necessary information and will protect that information consistent with our current high
standards.

. State Level Considerations

This BCP addresses the Legislature’s intent to close the $2 billion sales and use tax gap and is
consistent with the BOE’s Strategic Plan. Specifically, the proposed initiatives address the
following Strategic Plan Goals:

Maximize Voluntary Compliance in BOE’s Programs:

Closely tied to this proposal is an education and publicity element. Informing the public of these
new provisions through the media will help the individual proposals have a much broader impact
on taxpayer behavior and the tax base than the result of a single enforcement action on an
individual taxpayer. The emphasis placed upon these provisions through education and publicity
will encourage future self-compliance by taxpayers who are unaware of their tax obligations,
currently circumventing their tax obligation, deter others who are considering noncompliance, and
reassure compliant taxpayers that pay their fair share. In addition to education and publicity, the
proposed enforcement efforts will also improve voluntary compliance.
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Improving the Efficiency of BOE’s Tax and Fee Programs:

The proposals in this BCP are directed to both noncompliant taxpayers and taxpayers that do not
understand their reporting responsibilities. Taking action to close the tax gap will result in a more
equitable taxation between noncompliant taxpayers and taxpayers who voluntarily comply with
the State’s tax laws. These proposals place few new burdens on compliant businesses.

Create an Expanded and Responsive Infrastructure:

In conjunction with the Federal/State Steering Committee on Bridging the Tax Gap, the BOE is
working to expand our external partnerships with the FTB and EDD as well as DMV and other
local taxing jurisdictions to explore, use, and share best practices that capitalize on the
development and implementation of successful data exchange models and applications.

. Justification and Analysis of All Feasible Alternatives

This proposal addresses segments of the tax gap in a comprehensive manner by undertaking
new deterrent measures, improving and extending current processes, by creating public
awareness through education and outreach, and by increasing enforcement of existing statutes.
The proposal generates immediate revenue for the state and increases tax revenues over the
long term through increased voluntary compliance on the parts of both individuals and business
entity taxpayers. The following is a description of the main tax gap segments and the initiatives
proposed to address these segments.

Use Tax

The portion of the tax gap that relates to use tax is attributable to three areas; individual
consumers, in-state businesses (primarily service industries), and out-of-state sellers that make
sales to California customers. To address this portion of the gap successfully, there must be an
increase in payments by purchasers (individuals and businesses) and an increase in voluntary
collection by out-of-state sellers. With over $1.1 billion (57.6% of the gap) in use tax that is not
reported or paid to the state, the BOE cannot ignore this portion of the tax gap. Continuing to
recognize that voluntary compliance is the most cost-efficient manner to collect taxes, the BOE
must first dedicate the resources necessary to ensure that individuals and businesses, especially
those that currently have no contact with BOE, understand their tax obligations, and are provided
the tools necessary to comply. The BOE must then establish enforcement efforts to maintain
compliance. The BOE will examine its current efforts in increasing voluntary collection by out-of-
state sellers without requesting additional resources. However, to address the other areas of the
use tax gap, this BCP proposes the following efforts to ensure the BOE can efficiently collect the
maximum amount that is attributable to this portion of the gap.

1. In-State Service Businesses

The use tax incurred by in-state service businesses is primarily a result of service industries that
purchase capital assets from out-of-state. When the seller is not registered to collect the use tax
for California, the transaction becomes one of use tax for the buyer. The initial efforts to address
this part of the gap will focus on voluntary compliance. While the BOE has the least amount of
knowledge about service industries (versus retailers, wholesalers, and manufacturers) since they
are not required to hold seller’'s permits, there are resources available to gather knowledge so
that efforts are appropriately focused on the businesses most likely to owe use tax. For example,
the amount of equipment expenditures by industry type is a major consideration when
determining which industries are likely to owe the largest amounts of use tax. A specific example
is that information indicates the Finance and Insurance industry had equipment expenditures of
$122.5 billion in 1995. It is extremely likely that some of these purchases were from out-of-state
retailers and that a use tax liability has been incurred.
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Education and enforcement efforts will be based on information and best practices from other
states, data matching with current and new resources, information from current programs such as -
the Statewide Business Licenses Inspection Program and the Customs Program? and
conducting research to develop the knowledge necessary to be efficient. The BOE will begin
education and outreach efforts immediately on a limited basis with our current resources. This
will allow for an additional year of education opportunities.

Initial efforts will involve sending letters to service industries most likely to have a use tax liability
and providing the information and resources so that they understand and may choose to comply
voluntarily. In cases where voluntary compliance is not obtained, the BOE will implement an
enforcement program similar to what currently exists under the sales and use tax program. It will
involve audit selection, conducting audits and enforcing collections. This will result in voluntary
compliance, new registrations, appeals, requests for refunds, and other related functions
necessary to support this type of program. There are currently about 2 million businesses in
California that are not required to be registered with the BOE. Our current staffing levels are
consumed by our existing audit and collection program. In order to address this new population
under an audit and compliance program, staff augmentation is required.

Staff proposes to use data miners in the Tax Policy Division to identify service businesses that
have a high potential for purchases subject to use tax. This information will be forwarded to the
Centralized Collection Section (CCS) to send letters to these businesses explaining what the use
tax is, and how it may apply to purchases they have made. Included with the letter will be a
return for reporting the use tax. CCS will track responses and follow-up on the portion of non-
responses identified to be cost-effective.

Leads that cannot be resolved in the CCS will be forwarded to the field for investigation by field
auditors and collectors. Audit and compliance supervisors, audit control clerks, and Tax
Technicians would be required to support these new auditor and collector positions. Staff would
also be needed in the Audit Determination and Refund Section to process additional billings
related to this effort. Staff will also be needed in the BOE’s headquarters office to support these
new efforts for use tax discovery including audit training, system maintenance and improvements,
investigations, and taxpayer outreach, as well as additional administrative staff to handle the
increase in personnel.

Resource Need: FY 2008/09 - $ 4.4 million / 49.5 positions
FY 2009/10 - $8 million / 106.5 positions

FY 2010/11 — $7.5 million / 106.5 positions

(See Position Summary Exhibit 11)

Revenue Benefits: FY 2008/09 - $13.6 million
FY 2009/10 - $25.5 million

FY 2010/11 - $34.2 million

(See Revenue Analysis Exhibit 11I)

Benefit to Cost Ratio: FY 2010/11 - 4.6:1

2 Both of these programs address tax gap components and are funded under separate BCPs.
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Pros:
e Generates up to $34.2 million annually by FY 2010/11 with a benefit-to-cost ratio of 4.6:1.

e Encourages taxpayer voluntary compliance due to increased awareness of the use tax
program through education and outreach.

¢ Reaches an entirely new segment of the population that owes use tax.

e Provides resources to address a segment of the tax gap.

Cons:

¢ Requires funding of $4.4 million in FY 2008/09, $8 million in FY 2009/10, and $7.5 million in
FY 2010/11.

e There may be businesses that are not aware of the requirement to pay use tax despite our
previous education and outreach campaigns.

¢ Requires reporting of past due amounts from a segment of California businesses that may
not have been aware of the use tax.

2. Individual Consumers

With the increase in purchases made over the Internet, most households in California incur a use
tax liability each year. However, the majority of Californians are not aware that use tax exists, or
if they do, they do not understand how and when it applies. The most common way for an
individual to incur a use tax liability is to purchase something for use in California from a company
out-of-state that does not charge California tax. Since the average amount per household is
believed to be around $35, it is not feasible or cost effective to pursue each of these consumers.
The most cost efficient way to increase collection of this tax is to improve voluntary compliance.

In an effort to improve voluntary compliance from individuals, the BOE must expand education
and outreach. The most common way for an individual to report use tax is through the income
tax return. Of the 15.4 million individual income tax returns filed in 2006, only 31,000 reported
use tax, for a total of about $5.03 million. Based on the estimated tax gap, there remains an
additional $288 million in individual use tax due to the state. Since the BOE currently enjoys a
96% voluntary compliance rate for our current sales and use tax program that focuses on
retailers, it is believed that once the majority of individuals are aware of, and understand their
responsibility, the rate of voluntary compliance will substantially increase. Informing the public of
this effort through the media and tax professionals will have a much broader impact on taxpayer
behavior than the result of a single enforcement action on an individual taxpayer.

In addition to education and outreach efforts, staff proposes analyzing the success of
enforcement methods in other states. It is commonly accepted that voluntary compliance
improves when there are enforcement efforts to support the program. While it would not be a
prudent use of state resources to initiate an audit program for small dollar individual use tax
purchases, California could implement changes to the reporting requirements that have improved
voluntary reporting in other states. For example, requiring individuals to indicate some number,
inclusive of zero, on their income tax return if they have not previously completed a use tax return
for the year, and having them sign those returns stating they are correctly reporting their use tax
along with their income tax amounts. This would increase awareness and likely voluntary
compliance. Another tool that has been effective in other states is the inclusion of a “look-up”
table in the income tax return indicating average use tax amounts incurred based on income
ranges. Other states have also implemented programs to impose preparer penalties for tax
preparers in order to improve reporting.
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Proposals that require legislation (e.g., “look-up” tables and preparer penalties), would receive
thorough review and analysis during the legislative process. That process would also provide a
forum for public input on the issue. While we have not requested funding directly related to
proposed legislative changes, it is important to note that these efforts are included as part of our
comprehensive approach to the tax gap.

Education and outreach resource request. To achieve the projected revenue, staff requests
$1 million for funding the education and outreach effort necessary to make this proposal possible.
These funds will be used to purchase advertising themes, slogans, public service
announcements, and print media placement. This amount is included in the Resource Need
listed below.

The Communications office will develop and coordinate education and outreach efforts and the
Forms and Publications Section will edit notices, flyers and other printed documents, as well as
coordinate the printing of materials related to this effort. The Customer and Taxpayer Services
Division staff will respond to the expected increase in telephone inquiries related to the new
promotion of the use tax line on the income tax return. The Return Analysis Section will review
and process necessary corrections to amounts reported on the use tax line and to collect any
amounts that are unpaid at the time of filing. The Local Revenue Allocation Unit will allocate and
reconcile the portion of the use tax reported on the income tax returns to the appropriate cities
and counties.

Resource Need: FY 2008/09 - $631,000 / 1.5 positions
FY 2009/10 - $746,000 / 4.5 positions

FY 2010/11 - $416,000 / 4.5 positions

(See Position Summary Exhibit I1)

Revenue Benefits: FY 2008/09 - $1 million
FY 2009/10 - $2 million

FY 2010/11 - $4 million

(See Revenue Analysis Exhibit 111)

Benefit to Cost Ratio: FY 2010/11 - 9.6:1

Pros:
e Generates up to $4 million annually by FY 2010/11 with a benefit-to-cost ratio of 9.6:1.

e Encourages taxpayer voluntary compliance due to increased awareness of the use tax
program through education and outreach.

e Promotes the most cost effective method of obtaining small dollar taxes owed by a large
number of taxpayers.

e Provides resources to address a segment of the tax gap.

Cons:

e Requires funding of $631,000 in FY 2008/09, $746,000 in FY 2009/10, and $416,000 in
FY 2010/11.

¢ No statistical information available to verify that past media efforts have resulted in increased
reporting of use tax on the FTB return.
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Non-Filers and Tax Evaders

The portion of the tax gap that relates to non-filers/evaders comes from Internet sales, itinerant
vendors, cash-based businesses, and businesses that intentionally evade tax for their own
purposes. To address this portion of the gap, the BOE must be proactive in locating these
businesses and pursuing compliance in an effort to level the playing field for all businesses in
California. The non-filers/tax evaders make up 22.4% or $450 million of the sales and use tax
gap. This portion of the gap may require more time and resources for collection since it appears
these businesses are either unaware of their tax obligations or choose to ignore them. However,
by finding and issuing permits to these businesses, the BOE will provide law-abiding, registered
businesses an opportunity to compete on a level playing field. This BCP covers each of the
primary areas that make-up the portion of the tax gap contributable to non-filers/tax evaders.

3. Internet Sales

There are California retailers that make sales through the Internet that require a permit, but do
not hold one. At this time, there are no clear estimates as to how many retailers, or the amount
of revenues lost to the state. This effort should include the education necessary to ensure that
sellers understand their obligations with respect to the sales tax and that buyers understand their
responsibility in relation to their use tax liabilities. The BOE would like to immediately begin
partnering with all internet providers in California to provide education and outreach on the
internet providers site. The agency would also like to participate in any forum available through
the providers to further educate both sellers and buyers. This allows a full year of education
before any resources are acquired to address this segment of the tax gap. At the end of that
education period, the BOE proposes again partnering with the on-line marketplaces to gather
additional statistics as to the level of compliance or lack thereof. If the majority of the California
sellers are compliant with holding a permit and reporting tax, additional efforts in this area may
not be effective to pursue. However, if the majority of sellers are not compliant, the BOE would
continue to work with the on-line markets to identify those taxpayers and obtain the information
necessary to ensure proper reporting of taxes will take place.

Success is dependent upon voluntary compliance through education and ensuring that California
on-line retailers hold a seller’s permit and report and remit all taxes legally due. Businesses that
operate in a manner that permits them to make sales without paying the sales tax or collecting
sales tax reimbursement from their customer receive a pricing advantage over the law abiding
businesses in this state that legally collect and report their taxes.

Working cooperatively with on-line marketplaces in these efforts is the most cost efficient
approach. Absent that partnership, the BOE must look to research, data matching opportunities,
manual searches, and other available options to identify opportunities for addressing this issue.
While these options will require additional resources and will take more time and effort, the BOE
should be compelled to find innovative ways to address this issue and make clear efforts to
promote fairness for all within the taxing system.

In addition to the on-line marketplaces, internet research can produce an enormous amount of
information. Efforts related to identifying on-line businesses, sales of high dollar items, records
relating to imports, and other information can be used to generate leads and produce new
revenues.

Staff proposes that a data miner in the Compliance and Technology Section would match
information provided by third parties against the BOE’s current data sources. Leads generated
from this investigation will be forwarded to the Centralized Collection Section (CCS) to investigate
and determine if a permit is required. CCS will also handle collection of prior taxes owed by
these retailers. In addition, analysts in CCS would research Internet sites for retailers located in
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California that do not hold seller’s permits and other types of leads through internet research.
These analysts, however, would not perform data matching.

Auditors and collectors in the district offices would investigate accounts discovered resulting from
data matching that cannot be resolved by the CCS efforts.

Resource Need: FY 2008/09 - $689,000 / 9.0 positions
FY 2009/10 - $747,000 / 11.0 positions

FY 2010/11 - $726,000 / 11.0 positions

(See Position Summary Exhibit 11)

Revenue Benefits: FY 2008/09 - $7.9 million
FY 2009/10 - $10.5 million

FY 2010/11 - $11.35 million

(See Revenue Analysis Exhibit IlI)

Benefit to Cost Ratio: FY 2010/11 - 15.6:1

Pros:
e Generates up to $11.35 million annually by FY 2010/11 with a benefit-to-cost ratio of 15.6:1.

e Encourages taxpayer compliance due to increased awareness of the sales tax program
through education and outreach.

¢ Levels the playing field between California on-line sellers and brick-and-mortar sellers.

¢ Provides resources to address a segment of the tax gap.

Cons:

e Requires funding of $689,000 in FY 2008/09, $747,000 in FY 2009/10, and $726,000 in
FY 2010/11.

e Projected revenue amounts assume BOE will partner with on-line marketplaces to obtain
investigative leads.

4. Itinerant Vendors

Itinerant vendors include out-of-state retailers that come into California for short periods to make
sales and then leave, such as Christmas tree retailers and trade show participants. They also
include in-state sellers such as those that sell at swap meets and street corner merchants, as
well as sellers that only sell periodically such as animal breeders.

To address out-of-state retailers with California nexus, the BOE will data match with current and
new resources to identify these businesses. Once they have been identified, they will be
informed of their permit and reporting requirements and seek voluntary compliance. If voluntary
compliance cannot be obtained, the BOE will implement enforcement efforts similar to those that
exist under the current sales and use tax program.

The issue of nexus can sometimes be complicated. As such, the BOE will review current nexus
statutes and regulations to determine if clarification can be provided. If it is determined that
clarification can provide the understanding or bright line necessary to help taxpayers, the BOE
will follow current process for obtaining the approvals and input required to make changes.
Ensuring that businesses understand the nexus application is a necessary step to ensure
maximum voluntary compliance.
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Staff in the Tax Policy Division - Audit Information Section will develop methods for discovering
itinerant vendors that do not hold seller’'s permits. Leads generated from this investigation will be
forwarded to the field for investigation by field auditors and collectors.

Resource Need: FY 2008/09 - $198,000 / 2.5 positions
FY 2009/10 - $323,000 / 4.5 positions

FY 2010/11 - $302,000 / 4.5 positions

(See Position Summary Exhibit I1)

Revenue Benefits: FY 2008/09 - $291,000
FY 2009/10 - $793,000

FY 2010/11 - $1.05 million

(See Revenue Analysis Exhibit 111)

Benefit to Cost Ratio: FY 2010/11 - 3.5:1

Pros:
e Generates up to $1 million annually by FY 2010/11.

e Encourages taxpayer compliance due to increased awareness of the sales tax program
through education and outreach.

e Creates public awareness of the consequences of tax evasion.

e Provides resources to address a segment of the tax gap.

Cons:
¢ Requires funding of $198,000 in FY 2008/09, $323,000 in FY 2009/10, and $302,000 in
FY 2010/11.

o Estimated benefit-to-cost ratio of 3.5:1 is lower than other tax gap efforts.

5. Cash Based Businesses

By their nature, it is easier for cash based businesses to underreport or not report their sales.
When all business dealings are for cash and records are not maintained, these transactions are
virtually impossible to trace. Auditing these types of businesses is often more difficult and time
consuming. The BOE’s approach to address this portion of the gap includes working in
partnership with other agencies to ensure there is an exchange of information regarding cash
based businesses so that such businesses become part of the system and are easier to track
and audit. The approach also includes the establishment of effective audit techniques to address
the issues involved with cash transactions and continues to build on the foundation of knowledge
for these types of businesses so that the challenges surrounding their business operations can
be adequately addressed.

Staff in the Tax Policy Division - Audit and Information Section will work with field staff to develop

methods for discovering underreporting by cash based businesses. Leads generated from this
investigation will be forwarded to the field for investigation by auditors and collectors.
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Resource Need: FY 2008/09 - $215,000 / 2.5 positions
FY 2009/10 - $263,000 / 3.5 positions

FY 2010/11 - $250,000 / 3.5 positions

(See Position Summary Exhibit 1)

Revenue Benefits: FY 2008/09 - $291,000
FY 2009/10 - $562,000

FY 2010/11 - $743,000

(See Revenue Analysis Exhibit 111)

Benefit to Cost Ratio: FY 2010/11 - 3.0:1

Pros:
e Generates up to $700,000 annually by FY 2010/11.

e Encourages taxpayer compliance due to increased awareness of the sales tax program
through education and outreach.

¢ Includes data exchange with other tax agencies.

¢ Provides resources to address a segment of the tax gap.

Cons:

e Requires funding of $215,000 in FY 2008/09, $263,000 in FY 2009/10, and $250,000 in
FY 2010/11.

o Estimated benefit-to-cost ratio of 3:1 is lower than other tax gap efforts.

Registered Taxpayers

The Sales and Use Tax Department (SUTD) has a successful program to administer the sales
and use tax for the State of California. SUTD performs four critical functions; registering
accounts, processing returns, performing audits and collecting delinquent taxes. In fiscal year
2005/06, about one million accounts were registered to report sales and use tax. These
accounts filed 2.3 million returns with revenues totaling $44.3 billion.

The foundation of this program relies upon voluntary compliance. While voluntary compliance is
the most cost effective way to collect taxes, it is reliant upon the existence of enforcement efforts.
It is commonly accepted that the level of voluntary compliance is directly linked to the level a
person believes they can underreport without detection and the resulting consequences if caught.

To supplement the current level of voluntary compliance, in fiscal year 2005/06, 4,901 Audits and
Field Billing Orders were completed. During the same period, collection staff collected $638
million of the $800 million in accounts receivable.

Despite the success in performing the four core functions and the high level of voluntary
compliance, the analysis of the tax gap indicates there are cost-effective revenue opportunities
available within the current population of registered taxpayers. With adjustments to the current
program and new resources to make efforts complete, the likelihood of decreasing this portion of
the gap is high.
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6. Audit Program Improvements

An efficient audit program is heavily dependent upon selecting the right businesses for audit.
The BOE recently purchased analytical modeling software to build improved selection models
that include new data sources. To maximize the opportunity for success, data must be fed into
the system. As such, SUTD is using the numerous data sources already in place, requesting
new data, and continually searching for additional data sources to utilize. Software and
technology have provided vast improvements in the area of data matching; however, the process
still requires a good deal of time, unique personnel resources, and manual manipulation to be
successful. Many of the tax gap proposals are dependent on initial data matching efforts that
must be completed prior to performing any other function.

Once data matching and modeling has been completed to ensure the most cost-effective
accounts have been identified for audit, simply increasing resources to audit more of the tax base
will result in identifying a larger portion of the tax that remains underreported. Besides adding
resources, reviewing current audit techniques and changing traditional approaches to improve
efficiencies will allow for coverage of more of the audit base and may provide additional insight
into new revenue sources. Proposed audit improvement efforts also place an emphasis on
auditing out-of-state accounts, as those audits have consistently been productive. There has
also been a continued growth in accounts eligible for audit in the out-of-state offices. Analysis
indicates that the level of staff requested would continue to produce revenues consistent with the
current levels achieved by current staff.

In order to expand and improve the BOE’s audit program, staff proposes hiring audit staff at both
the Associate Tax Auditor and Business Taxes Specialist | levels to audit complex in-state
accounts. Audit supervisors, reviewers, audit control clerks, and LAN coordinators would be
required to support these new auditor positions. In order to maintain the current ratio of auditors
to collectors, staff also proposes hiring field collectors at the Business Taxes Representative,
Business Taxes Compliance Specialist, and Business Taxes Specialist | levels. Compliance
supervisors and Tax Technicians would be required to support these new collector positions.

Staff also proposes expanding the BOE’s out-of-state audit program by twenty-four out-of-state
auditors at the Associate Tax Auditor and Business Taxes Specialist | levels. Audit supervisors,
an audit reviewer, and a LAN coordinator would be required to support these new auditor
positions. An additional collector in the Centralized Compliance Section would be required to
handle expected accounts receivable from increased out-of-state audit activity.

Staff would also be needed in Headquarters to support the audit program improvements including
audit training, system maintenance and improvements, petitions, refunds, appeals, investigations,
litigations, as well as additional administrative staff to handle the increase in personnel.

Resource Need: FY 2008/09 - $6.6 million / 61.0 positions
FY 2009/10 - $10.8 million / 107.5 positions

FY 2010/11 - $10.2 million / 107.5 positions

(See Position Summary Exhibit II)

Revenue Benefits: FY 2008/09 - $11.6 million
FY 2009/10 - $24.6 million

FY 2010/11 - $27.4 million

(See Revenue Analysis Exhibit 111)

Benefit to Cost Ratio: FY 2010/11 - 2.7:1
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Pros:
e Generates up to $27.4 million annually by FY 2010/11.

¢ Includes hiring 24 out-of-state auditors to address the continued growth in accounts eligible
for audit in the out-of-state offices.

e Provides resources to address a segment of the tax gap.

Cons:
e Requires funding of $6.6 million in FY 2008/09, $10.8 million in FY 2009/10, and $10.2 million
in FY 2010/11.

o Estimated benefit-to-cost ratio of 2.7:1 is lower than other tax gap efforts.

7. Collection Program Improvements

The BOE consistently strives to improve the current collection program with limited resources.
However, the addition of resources can directly increase revenues. Staff estimates that adding
new collectors and improving data matching can result in collection of an additional $6 million of
the current accounts receivable by FY 2010/11. Parallel to the audit program, adding resources
is only one approach. Reviewing current processes and considering changes as well as taking
advantage of automation and efficiencies will also result in improvements. For example, the BOE
already has a project in process to establish electronic funds transfers when a taxpayer enters
into a formal payment agreement. This will increase the likelihood of successfully completed
payment arrangements. The collectors currently have many tools available to ensure success;
however, automating functions such filing liens and levies under specific conditions can make a
portion of the collection process more efficient.

In order to expand and improve the BOE’s collection program, staff proposes hiring field
collectors at the Business Taxes Representative, Business Taxes Compliance Specialist, and
Business Taxes Specialists | levels. Compliance supervisors and Tax Technicians would be
required to support these new collector positions.

The Tax Policy Division - Compliance Policy Unit would research and work with field staff to
develop improved policies and procedures related to tax gap efforts. This unit would also
develop leads from improved data matching to forward to staff in the Centralized Collection
Section to investigate. Further, the Compliance and Technology Section would program and
maintain the Sales and Use Tax Department’s Automated Compliance Management System to
automate the lien and levy process as well as handle on-going case management related to the
increase in the number of collectors. Staff in the Customer and Taxpayer Services Unit would
respond to the expected increase in telephone inquiries related to the improvements to collection
activities, as well as the automation of liens and levies.

Resource Need: FY 2008/09 - $1.3 million / 14 positions
FY 2009/10 - $2 million / 24 positions

FY 2010/11 - $1.9 million / 24 positions

(See Position Summary Exhibit 11)

Revenue Benefits: FY 2008/09 - $2.9 million
FY 2009/10 - $5.8 million

FY 2010/11 - $6.0 million

(See Revenue Analysis Exhibit 111)

Benefit to Cost Ratio: FY 2010/11 - 3.1:1

Page 13 of 15



Pros:
e Generates up to $6 million annually by FY 2010/11.

o Improves efficiency by automating manual processes such as the filing of liens and levies.

¢ Provides resources to address a segment of the tax gap.

Cons:
e Requires funding of $1.3 million in FY 2008/09, $2 million in FY 2009/10, and $1.9 million in
FY 2010/11.

o Estimated benefit-to-cost ratio of 3.1:1 is lower than other tax gap efforts.

8. Expanded Bankruptcy and Out-of-State Collections

The agency must identify and adapt to environmental business changes in order to effectively
manage tax recovery from out-of-state and bankrupt debtors. Electronic recordation of tax liens
will speed up the process, which could result in BOE obtaining a higher lien priority than
competing creditors, resulting in BOE obtaining funds not available to junior creditors. Utilizing
education and outreach opportunities to highlight taxpayers’ obligation to report and pay taxes in
their bankruptcy plans will improve voluntary compliance.

The sale of capital assets by out-of-state sellers with California locations is a growing problem.
These businesses often do not realize that their liquidation or sale of California assets is an event
subject to tax. For the businesses that file bankruptcy, contracting with the Franchise Tax Board
to data match information from the bankruptcy courts instead of relying on the debtor to
appropriately notify BOE of a bankruptcy will improve the BOE’s chances of recovery.

In order to achieve the projected revenues, technical analysts would be needed for data matching
with the FTB database and to make changes to the Board’s Automated Compliance Management
System. Additional collectors would be required at the Business Taxes Compliance Specialist,
Business Taxes Specialist |, and Business Taxes Representative levels to handle collections of
amounts from $10,000 to over $50,000. A Tax Technician Il would handle small dollar
collections (under $10,000) as well as lien filing and recordation. A Business Taxes Compliance
Supervisor Il and an Associate Government Programmer Analyst would be required to support
these new positions.

Resource Need: FY 2008/09 - $534,000 / 5.0 positions
FY 2009/10 - $713,000 / 9.0 positions

FY 2010/11 - $713,000 / 9.0 positions

(See Position Summary Exhibit 11)

Revenue Benefits: FY 2008/09 - $4.2 million
FY 2009/10 - $4.2 million

FY 2010/11 - $4.2 million

(See Revenue Analysis Exhibit 111)

Benefit to Cost Ratio: FY 2010/11 — 5.9:1
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Pros:
o Generates $4.2 million annually with a benefit-to-cost ratio of 5.9:1 in FY 2010/11.

¢ Improves efficiency by automating manual processes such as the filing of liens and levies.

e Provides resources to address a segment of the tax gap.

Cons:

e Requires funding of $534,000 million in FY 2008/09, $713,000 million in FY 2009/10, and
$713 million in FY 2010/11.

E. Outcomes and Accountability

F.

This proposal addresses the three components of the sales and use tax gap: use tax, non-filers
and tax evaders, and registered taxpayers. The outcome of approving the BCP will be measured
by increases in businesses that hold a permit, increases in consumer use tax permit holders,
revenue generated by new registrations, use tax revenue from individuals and service
businesses, increased audit assessments, and decreased accounts receivables.

Timetable

Staff can be hired and begin training in July 2008. Staff would be hired on a periodic basis as
shown in Exhibit Il. This will allow us to hire better qualified staff, provide training, and generate
the information necessary to ensure that all staff is utilized to the maximum potential.

. Recommendations

To achieve the desired objective of increasing revenue for the General Fund and encouraging
self-compliance, the department recommends Alternative 1. This proposal would:

¢ Provide an increased enforcement presence that discourages non-compliance and protects
the current and future tax base.

e Help to provide assurance to self-compliant taxpayers that California is taking steps to close
the tax gap.

e Generate additional tax revenues needed to fund state operations.

If we do not take immediate steps, California’s tax gap will continue to grow. Compliant
businesses will increasingly be at a disadvantage when competing for business with
noncompliant competitors. In our voluntary tax system, most taxpayers comply because it is the
right thing to do. Unfortunately, some taxpayers comply only because they believe they will get
caught if they do not.
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Tax Gap Revenue and Cost Summary

1. Use Tax - In-State Service Businesses
PY's

Anticipated Revenue

Expenditures

Benefit/Cost

2. Use Tax - Individual Consumers
PY's

Anticipated Revenue

Expenditures

Benefit/Cost

3. Non-Filers - Internet Sellers
PY's

Anticipated Revenues
Expenditures

Benefit/Cost

4. Non-Filers - Itinerant Vendors
PY's

Anticipated Revenues
Expenditures

Benefit/Cost

5. Non-Filers - Cash Based Businesses
PY's

Anticipated Revenues

Expenditures

Benefit/Cost

6. Registered TPs - Audit Improvements
PY's

Anticipated Revenues

Expenditures

Benefit/Cost

7. Registered TPs - Compliance Improvements
PY's

Anticipated Revenues

Expenditures

Benefit/Cost

8. Registered TPs - Expanded Bankruptcy/Out-of-State Collection
PY's

Anticipated Revenues

Expenditures

Benefit/Cost

Total All Efforts
Anticipated Revenues
Expenditures
Benefit/Cost

Exhibit |

Page 1 of 4

FY 08/09 FY 09/10 FY 10/11
495 106.5 106.5
13,608,625 25,530,110 34,219,205
4,388,000 8,021,000 7,449,000
4.6

1.5 45 45
1,000,000 2,000,000 4,000,000
631,000 746,000 416,000
9.6

9 1 11
7,890,500 10,492,710 11,350,210
689,000 747,000 726,000
15.6

2.5 4.5 4.5
290,500 792,710 1,050,210
198,000 323,000 302,000
3.5

2.5 35 3.5
290,500 562,460 743,210
215,000 263,000 250,000
3.0

61.0 107.5 107.5
11,577,500 24,569,910 27,414,660
6,578,000 10,816,000 10,230,000
2.7

14 24 24
2,932,000 5,771,750 6,002,000
1,291,000 2,064,000 1,938,000
3.1

5 9 9
4,200,936 4,200,936 4,200,936
534,000 713,000 713,000
5.9

41,790,561 73,920,586 88,980,431
14,524,000 23,693,000 22,024,000
2.9 3.1 4.0
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